Economic and Financial Developments in 1998

The U.S. economy continued to displaying of credit markets from impairing the
great vigor in 1998, despite a sharpexpansion of activity. The final quarter
slowing of growth in foreign economiesof the year brought brisk expansion of
and an unsettled world financial envi-employment and income.
ronment. Real GDP increased more The increase in the general price level
than 4 percent over the four quarters oin 1998 was smaller than that of the
the year, according to the Commercereceding year, which had itself been
Department’s preliminary estimate. Theamong the smallest in decades. The
economic difficulties facing many U.S.chain-type price index for GDP rose
trading partners, together with theslightly less than 1 percent. The further
strength of the dollar through much ofslowing of price increases was in large
the year, led to sluggishness in reapart a reflection of sluggish conditions
exports of goods and services. Howevein the world economy, which brought
the drag on the economy from thatdeclines in the prices of many imported
source was more than offset by excepgoods, including oil and other primary
tional strength in the real expendi-commodities. In the domestic economy,
tures of households and businessethe nominal hourly compensation of
which were powered by strong realworkers picked up only slightly despite
income growth, large gains in the valuehe tightness of the labor market, and
of household wealth, ready access tonuch of the compensation increase was
finance during most of the year, andbffset by gains in labor productivity.
widespread optimism about the future ofAs a result, unit labor costs, the most
the economy. Although turmoil in finan- important item in total business costs,
cial markets seemed to threaten theose only modestly.
economy for a time in late summer and
early autumn, that threat later receded,
in part because of the steps taken by t
Federal Reserve to prevent the tightetr]fhe Household Sector
Personal consumption expenditures
Change in Real GDP increased more than 5 percent in real
Percent, Q4 to Q4 terms in 1998, the largest gain in a
decade and a half. Support for the large
spending increase came from a com-
bination of circumstances that, on the
4 whole, were exceptionally favorable
to households. Strong gains in employ-
ment and real hourly pay gave another
appreciable boost to the growth of real
labor income. At the same time, house-
hold wealth again rose substantially,
1992 1994 1996 1098 bolstered in large part by the continued

NotEe. The data are based on chained (1992) dollarglse n equny prices. Household net
and come from the Department of Commerce. worth at the end of 1998 was up more
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than 10 percent from the level at the end The increases in income and net
of 1997. The cumulative gain in house-worth that led households to boost their
hold wealth from year-end 1994 to year-consumption expenditures in 1998 also
end 1998 was nearly 50 percent. led them to invest heavily in additions to
The rise in net worth probably the stock of housing. Declines in mort-
accounts for much of the decline in thegage interest rates weighed in as well,
personal saving rate over the past fevnelping to maintain the affordability of
years, to an annual averagelafpercent housing even as house prices moved up
in 1998. Households tend to increassomewhat faster than overall inflation.
their saving from current income whenThese developments brought the objec-
they feel that they must increase theitive of owning a home within the reach
wealth to meet their longer-run objec-of a greater number of households, and
tives, but they are willing to reduce theirthe home-ownership rate, which has
saving from current income when theybeen trending up over the decade, rose
feel that their wealth is already at satto another new high.
isfactory levels. The low level of the In the single-family sector, sales of
saving rate in 1998 is not so remarknew and existing homes surged, the
able when gauged against a wealth-toformer rising more than 10 percent from
income ratio that has been running in dhe preceding year and the latter about
range well above its longer-run histori-13 percent. Construction of single-
cal average. family houses strengthened markedly.
Personal consumption expenditure¥he number of units started during the
in all three major categories—durablesyear was the largest since the late 1970s
nondurables, and services—recordednd exceeded the 1997 total by about
gains in 1998 that were the largest ofl2 percent. In the fourth quarter, unusu-
the 1990s. Spending on durable goodally mild weather permitted builders to
rose more than 12 percent over the yeamaintain activity later into the season
Within that category, expenditures onthan they normally would have and gave
home computers once again stood ougn added kick to housing starts.
rising nearly 75 percent in real terms, a In contrast to the strength in the
gain that reflected both an increase isingle-family sector, the number of
nominal outlays and a further substanmultifamily units started in 1998 was
tial decline in computer prices. Con-up only a little from 1997. After bottom-
sumer outlays on motor vehicles alsang out at a very low level early in the
rose sharply, despite some temporar§990s, construction of these units had
limitations on supply from a midyear been trending back up fairly briskly. But
strike at a major automaker. Spendingvith vacancy rates for multifamily rental
on most other types of durable goodsnits running a touch higher in 1998,
registered gains well above the averagbuilders and their creditors may have
annual increases of the past decade twecome concerned about adding too
so. Because durable goods are not comany new units to the stock. Financing
sumed all at once—but, rather, add t@ppeared generally to be in ample sup-
stocks of such goods that will be yield-ply for promising projects; during the
ing services to consumers for a numperiod of financial turmoil, the flow
ber of years—they represent a form obf credit was supported by substantial
economic saving that is not captured irpurchases of multifamily mortgages and
the measure of the saving rate in thenortgage-backed securities by Freddie
national income accounts. Mac and Fannie Mae.
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Total outlays for residential invest- of banks tightened consumer lending
ment increased about ¥2 percent in standards and terms in 1998, according
real terms during 1998, according to théo Federal Reserve surveys. However,
Commerce Department’'s preliminarythe availability of high loan-to-value and
tally. The large increase reflected nosubprime home equity loans likely was
only the construction work on new resi-reduced in the fall because of difficulties
dential units undertaken during the yeam the market for securities backed by
but also sizable advances in real outlaysuch loans.
for home improvements and in the vol- Despite the rapid increase in debt,
ume of sales activity being carried on bymeasures of household financial stress
real estate brokers, which generated sulvere relatively stable in 1998, although
stantial gains in commissions. some remained at high levels. The delin-

The robust growth in householdquency rate for home mortgages has
expenditures in 1998 was accompaniedtayed quite low in recent years, and
by an expansion of household debt ofhat for auto loans at domestic auto
nearly 9 percent, a larger rise than irfinance companies has trended lower.
other recent years. Nonmortgage debthe delinquency rate for credit card
increased % percent, about 1 percent-loans at banks fluctuated in a fairly
age point above the preceding year'siarrow range in 1997 and 1998, but it
pace but down considerably from theremained elevated after having risen
double-digit increases of 1994 and 1995substantially over the previous two
Home mortgage debt jumped nearlyears. Personal bankruptcy filings have
10 percent, its largest annual advanckllowed a broadly similar pattern:
since 1989, boosted in part by the stron@rowth ran at abdua 3 percent annual
housing market. In addition, with mort- rate, on average, from the spring of 1997
gage rates reaching their lowest levelso the autumn of 1998, down from
in many years, many households refiannual increases of roughly 25 percent
nanced existing mortgages, and someetween early 1995 and early 1997. The
likely took the opportunity to increase stability of these measures over the past
the size of their mortgages, using theouple of years is likely due in part to
extra funds to finance current expendithe earlier tightening of standards and
tures or to pay down other debts.

The growth in household debt re-Delinquency Rates on Household Loans
flected both supply and demand influ- Percent
ences. With wealth rising faster than Credit card accounts
income over the year and with consume at banks
confidence remaining at historically
high levels, _hquseholds were vyilling TEYSE i
to boost their indebtedness to financt 4q finance companies
increased spending. In addition, lender \ 3
generally remained accommodative to
ward all but the most marginal house- Mortgages 2
holds, even after the turmoil in manyW—‘r—
financial markets in the fall. After a 1988 1990 1992 1994 1996 1998
more general tightening of loan condi- Nore. The data are quarterly. Data on credit card
tions between mid-1996 and mid-199elinquencies are from bank Call Reports; data on auto
in response to a rise in losses on suc an delinquencies are from the Big Three automakers;

A g ta on mortgage delinquencies are from the Mortgage
loans, a smaller and declining fractionsankers Association and are through 1998:Q3.
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terms on consumer loans. In additiongned international competition in the
lower interest rates and longer loarmarkets for semiconductors and other
maturities, which resulted from the shiftcomputer components and by price cut-
toward mortgage finance, have helpeting to work down the stocks of some
mitigate the effects of increased borrow-assembled products.
ing on household debt-service burdens. Investment in  communications
equipment—another high-tech category
that is an increasingly important part
of total equipment outlays—rose about
Business fixed investment increased8 percent in 1998. After having traced
about 124 percent over 1998, with a out an erratic pattern of ups and downs
17 percent rise in equipment spendinghrough the latter part of the 1980s and
accounting for the entire advance. Thehe early 1990s, real outlays for this
strength of the economy and optimisntype of equipment began to record sus-
about its longer-run prospects providedained large annual increases in 1994,
underpinnings for increased investmentand the advance in 1998 was one of
Outlays were also bolstered by the effithe largest. Spending on other types of
ciencies obtainable with new technolo-equipment displayed varying degrees
gies, by the favorable prices at whichof strength across different sectors but
many types of capital equipment couldrecorded a sizable gain overall. Invest-
be purchased, and, except during thenent in transportation equipment was
period of financial market turmoil, by strong across the board, spurred by the
the ready availability and low cost of need to move greater volumes of goods
finance, either through borrowing oror to carry more passengers in an
through the issuance of equity shares. expanding economy. Spending on indus-
Real expenditures on office and comirial machinery advanced abowper-
puting equipment, after having risen atcent after having made larger gains in
an average rate of roughly 30 perceninost previous years of the expansion, a
in real terms from 1991 through 1997 pattern that mirrored a slowing of output
shifted into even higher gear in 1998 growth in the industrial sector.
climbing about 65 percent. The outsized Business investment in nonresidential
increase was likely due in part to thestructures, which accounts for slightly
efforts of some businesses to put newnore than 20 percent of total business
computer systems in place before théixed investment, was unchanged in
end of the millennium, in hopes of 1998, according to the preliminary esti-
avoiding difficulties associated with themate. Sharply divergent trends were evi-
Y2K problem. Beyond that, investmentdent within nonresidential construction,
in computers was driven by the sameanging from considerable strength in
factors that have been at work throughthe construction of office buildings to
out the expansion—namely, the intro-marked weakness in the construction of
duction of machines that offer greaterindustrial buildings. The waxing and
computing power at increasingly attracwaning of industry-specific construction
tive prices and that provide businessesycles appears to be the main explana-
new and more efficient ways of organiz-ion for the diverse outcomes of 1998.
ing their operations. Price declines inAlthough some of the more-speculative
1998 were especially large because theonstruction plans may have been
cost reductions associated with technishelved because of a tightening of
cal change were augmented by heightending terms and standards, partly in

The Business Sector
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reaction to the financial turmoil, mostan annual rate of about¥d percent.
builders appear to have been able télthough the volume of output of the
eventually obtain financing. Despite thenonfinancial companies continued to
sluggishness of spending on structuresise rapidly, profits per unit of output
the level of investment remained highwere squeezed a bit by companies’ diffi-
enough in 1998 to generate continuedulties in raising prices in step with costs
moderate growth in the real stock ofin a competitive market environment.
structures. With profits expanding more slowly
Business inventories increased abowind investment spending still on the
4Y> percent in real terms in 1998 afterupswing, businesses’ external funding
having risen more than 5 percent imeeds increased substantially in 1998.
1997. Stocks grewta 7 percent annual Aggregate debt of the nonfinancial busi-
rate in the first quarter, appreciablyness sector expanded&percent from
faster than final sales, but inventorythe end of 1997 to the end of 1998, the
growth over the remainder of the yeardargest increase in ten years. The rise
was considerably slower than in the firsteflected growth in all major types of
quarter. At year-end, stocks in most nonbusiness debt. Business borrowing was
farm industries were at levels that didalso boosted by substantial merger and
not seem likely to cause firms to restrairacquisition activity. Indeed, mergers and
production going forward. Inventoriesacquisitions, share repurchases, and for-
of vehicles may even have been a littleeign purchases of U.S. firms in 1998
on the lean side, as a result of both @verwhelmed the high level of both ini-
strike that held down assemblies througltiial and seasoned public equity issues,
the middle part of the year and excepand net equity retirements exceeded
tionally strong demand, which preventeds260 billion.
the rebuilding of stocks later in the year. The financial market disruptions in
By contrast, year-end inventories appedate summer and early fall appear to
to have been excessive in a few nonfarrhave had little effect on total business
industries that have been hurt by théorrowing but prompted a substantial
sluggish world economy. Stocks of farmtemporary shift in the sources of credit.
commodities also appear to have beewith investors favoring high credit qual-
excessive, having been boosted furthaty and liquidity, yields on lower-rated
during the year by large harvests anaorporate bonds rose despite declining
sluggish export demand. Treasury rates; the spread of yields on
The economic profits of U.S.junk bonds over those on comparable
corporations—that is, book profitsTreasury securities roughly doubled
adjusted so that inventories and fixedetween mid-summer and mid-autumn
capital are valued at their currentbefore falling back somewhat as con-
replacement cost—rose further, on neflitions in financial markets eased. The
over the first three quarters of 1998, buspread of rates on lower-tier commercial
at a much slower pace than in mospaper over those on higher-quality paper
other years of the current expansionrose substantially during the fall but
Companies’ earnings from operations irretraced much of the rise by year-end.
the rest of the world fell back a bit, as Reflecting these adverse market con-
did the profits of private financial cor- ditions, nonfinancial corporate bond
porations from domestic operations. Théssuance fell sharply in August and
profits of nonfinancial corporationsremained low through mid-October,
from domestic operations increased awith issuance of junk bonds virtually
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halted for a time. Commercial paperrapid growth of debt and the relatively
issuance rose sharply in August andgmall gain in profits. Interest rates for
September, as some firms apparentlgnany businesses fell, on balance, over
decided to delay bond issues, turninghe year, and bond yields for investment-
temporarily to the commercial papergrade firms reached their lowest level in
market instead. Bond issuance pickedhany years. Reflecting these low bor-
up again in late October, howeverrowing costs, the aggregate debt-service
and issuance was extremely heavy iburden for nonfinancial corporations,
November and remained strong inmeasured as the ratio of net interest
December. In conjunction with this payments to cash flow, remained about
rebound, commercial paper outstandin@¥2 percent, near its low of 9 percent in
fell back in the fourth quarter. 1997 and less than half the peak level

During the period when financial mar-reached in 1989. The delinquency rate
kets were strained, some borrowergor commercial and industrial loans
substituted bank loans—in some casesxtended by banks rose a bit from
under credit lines priced before the marthe trough reached in late 1997 but
kets became volatile—for other sourcesemained quite low, while that for com-
of credit, and business loans at bankmercial real estate loans fell a bit fur-
expanded very rapidly for a time beforether, on net, from the already very low
tailing off late in the year. Federallevel posted in 1997. Although Moody’s
Reserve surveys indicate that bankinvestors Service downgraded more
responded to the financial market turnonfinancial firms than it upgraded over
moil by tightening their standards andthe second half of the year, the down-
terms on new loans and credit linesgraded firms were smaller on average,
especially on loans to larger customerso the debt of those upgraded about
and those to finance commercial reaéqualed the debt of those downgraded.
estate ventures; the tightening reflectedhrough November, business failures
the less favorable or more uncertain ecaemained at the low end of the range
nomic outlook as well as a reducedseen over the past decade.
tolerance for risk at some banks.

Nonfinancial businesses remained

strong financially in 1998 despite the.l.he Government Sector

_ i In fiscal year 1998 the federal govern-
Net Interest Payments of Nonfinancial ment recorded a surplus in the unified
Corporations Relative to Cash Flow budget for the first time in nearly three
Percent .
decades. The surplus, amounting to
$69 billion, was equal to aboudt: per-
22 cent of GDP, a huge turnabout from the
deficits of the early 1990s, which in
18 some years were more tha#>4poercent
of GDP. The swing from deficit to sur-
plus over the past few years was a result
partly of fiscal policies aimed at lower-
ing the deficit and partly of the strength
I Y O B Y of the economy and the stock market.
1978 1983 1988 1993 1998 Excluding net interest payments—a
Note. The data are quarterly and are through 1998:Q3charge stemming from past deficits—the
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government recorded a surplus of moréncome taxes and payroll taxes kept to-
than $300 billion in fiscal 1998. tal federal receipts on a rising trajectory.
Because of the improvement in Unified outlays increasedya percent
the government's saving position,in fiscal year 1998 after having risen
national saving—the combined gros2¥- percent in fiscal 1997. Net interest
saving of households, businesses, amhyments and nominal expenditures for
governments—increased about 3 perdefense fell slightly, and outlays for
centage points as a share of GDP fronmcome security and Medicare rose only
1993 to 1998, even though the persona little; social security expenditures
saving rate was down sharply. Theincreased moderately but somewhat less
increase in national saving over thathan in other recent fiscal years. By con-
period helped facilitate the boom intrast, the growth of Medicaid payments
investment spending—in contrast to thepicked up to about 6 percent after hav-
1980s and early 1990s, when persisterimg increased less than 4 percent in each
large budget deficits tended to reducef the preceding two fiscal years; how-
national saving, boost interest rategver, even the fiscal 1998 rise was not
higher than they otherwise would havdarge compared with those in many ear-
been, and thereby crowd out privatdier fiscal years when both medical costs
capital formation. and Medicaid caseloads were increasing
Federal receipts in the unified budgetapidly and rates of federal reimburse-
in fiscal year 1998 were up 9 percenment to the states were being raised.
from fiscal year 1997, with much of the Emergency legislation that was passed
gain attributable to personal income taxn 1998, in an exception to statutory
receipts, which rose more than 12 perspending restrictions, will boost federal
cent for a second consecutive yearspending for a variety of functions in
These receipts have been rising fastdiscal 1999, including defense, embassy
than personal income in recent years, fosecurity, disaster relief, preparation for
several reasons: Rates for high-incom¥2K, and aid to agriculture.
taxpayers were raised by 1993 legisla- Real federal outlays for consump-
tion intended to help reduce the deficittion and investment, the part of fed-
more taxpayers have moved into higheeral spending that is counted in GDP,
brackets as their incomes have inincreased about 1 percent, on net, from
creased; and large increases in asset vahe final quarter of calendar year 1997 to
ues have raised tax receipts from capitaghe final quarter of 1998. A reduction in
gains. Social insurance tax receipts, theeal defense outlays over that period was
second most important source of federanore than offset by a jump in non-
revenue, increased 6 percent in fiscadefense spending.
1998, just a touch more than the fiscal With the budget balance shifting from
1997 increase and roughly in step withdeficit to surplus, the stock of publicly
wage and salary growth. Receipts fromheld federal debt declined in 1998 for
the taxes on corporate profits, whictthe first time since 1969. From year-end
account for about 10 percent of federall997 to year-end 1998, U.S. government
revenues, rose less rapidly than in othedebt fell 2 percent as the outstanding
recent years, restrained by the slowestock of both bills and coupon securities
growth of corporate profits. In the firstwas reduced. Despite this reduction in
three months of fiscal 1999, net receiptslebt, the federal government continued
from corporate taxes dipped below yearsubstantial gross borrowing to fund the
earlier levels, but gains in individual retirement of maturing securities. With
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the need for funds trimmed substanof spending has been trending up mod-
tially, however, the Treasury changecerately, on balance. The 1998 rise in
its auction schedules, discontinuing theeal expenditures for consumption and
three-year note auctions and moving tinvestment amounted to abouws2per-
quarterly, rather than monthly, auctionsent, according to the preliminary esti-
of five-year notes. By reducing the num-mate; the annual gain has been in the
ber of coupon security issues, the Trearange of 2 percent to32 percent in each
sury is able to boost the size of eachof the past seven years.
thereby contributing to their liquidity. Despite the rising surpluses, state
The decrease in the total volume ofand local government debt increased
coupon securities is intended to boost¥s percent in 1998, a pickup of about
the size of bill offerings over time, 2 percentage points from growth in
increasing liquidity in that market and1997. Somewhat more than half of the
also allowing, as the Treasury preferslong-term borrowing by state and local
for balanced issuance across the yieldovernments in 1998 reflected new bor-
curve. The Treasury also announced imowing to fund current and anticipated
October that all future bill and couponcapital spending on utilities, transpor-
security auctions would employ thetation, educational facilities, and other
single-price format that had alreadycapital projects. The combination of
been adopted for the two-year and fivebudget surpluses and relatively heavy
year note auctions and for auctions oborrowing likely reflected several fac-
inflation-indexed securities. The Trea-ors. First, some of these governments
sury judged that the single-price formatmay have spent the newly raised funds
had reduced servicing costs and resultesh capital projects while at the same
in broader market participation. time building up surpluses in “rainy day
The Treasury continued to auctionfunds” for later use. Second, because
inflation-indexed securities in substanstate and local governments under some
tial volume in 1998 in an effort to build circumstances are allowed to hold funds
up that part of the Treasury market. Inraised in the markets for as long as five
April, the Treasury issued its first thirty- years before spending them, some of
year indexed bond, and in September ithe money raised in 1998 may not have
announced a regular schedule of terbeen spent. Finally, there was a substan-
and thirty-year indexed security auc-tial volume of “advance refunding” in
tions. The Treasury also began offer1998. In an advance refunding, the bor-
ing inflation-indexed savings bonds inrower issues new bonds before exist-
September. ing higher-rate bonds may be called,
State and local governments recordeth anticipation of calling the old bonds
further increases in their budget surwhen that option becomes available.
pluses in 1998, both in absolute term&Vhile this sort of refinancing tempo-
and as a share of GDP. Revenue fromarily boosts total debt, it allows the
the taxes on individuals’ incomes hagyovernment entity to lock in a lower rate
been growing very rapidly, keeping totaleven if municipal bond yields rise over
receipts on a solid upward course. Athe period before the call date. The high
the same time, the growth of transfedevel of advance-refunding activity in
payments, which had threatened to overt998 was the result of lower borrowing
whelm state and local budgets earlier ircosts. Although yields on tax-exempt
the decade, has slowed substantially imunicipal securities did not decline
recent years. The growth of other typesiearly as much as those on compa-
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rable Treasury securities, they none- The increase in the current account
theless reached their lowest levels irdeficit in 1998 was due to a decline
many years. In addition, rating agenciesn net exports of goods and services
upgraded about five times as many statas well as a further weakening of net
and local government issues as thejnvestment income from abroad. Until
downgraded, trimming borrowing costs1997, net investment income had partly
further for the upgraded entities. offset persistent trade deficits. But as
the U.S. net external debt has risen in
recent years, net investment income has
The External Sector become increasingly negative, moving
from a $14 billion surplus in 1996 to a
Trade and the Current Account $5 billion deficit in 1997 and reaching a
U.S. external balances deteriorated furgleeft'ci';g;mgr?rgrﬁn iﬁ?oﬁg“ci):v?stlragﬁi
ther in 1998, largely because of the dis'became increasinpl negative durin
parity between the rapid growth of they = @7 7250 gyt gtf i b'I-g
U.S. economy and the sluggish growtt'at Pero afs o eL?e gorsmo 1abi
of the economies of many U.S. trading#ty pOSItIIOI’I gd'tt'e mtcte States ?rew
partners. The nominal trade deficit for(?rgetr._ n 61 ”(t)r:j nl_e |dn(_:orrl1§98robm
goods and services was $169 biIIionng(S:e Irsll\é)ev;/serrn?grei enC:anceontl)rllnic row(ter-l
considerably larger than the $110 biIIionI dus g : gt i
deficit in 1997. At $233 hillion, the owered Yes. €arnings on investmen

current account deficit was also substan?:éogg darlﬂéhe;pgreélatt;%n gf tehae”(]j_cr)]llar
tially larger than the 1997 deficit of u vau S Ings,

$155 billion. The large current accountWhile healthy U.S. growth supported for-

deficits of recent years have been fu”deﬁﬁﬂgﬁnﬁg&nggtse:n direct investment
with increased net foreign saving in the The rise of the trade deficit reflected

United States. As a result, U.S. gross . ease of about 10 percent in real
domestic investment has exceeded thl% Iorts of goods :nd sgrvices (Ijurin
level that could have been financed by P 90« > auring
gross national saving alone, but ato98: according to the prefiminary
the cost of a rise in net U.S. externafStimate fr_om the Commerce Depart-
ment. The increase was fueled by robust

indebtedness.
Change in Real Imports and Exports
U.S. Current Account , of Goods and Services
Billions of dollars Percent, Q4 to Q4
8 ] imports
- Exports
B Exp 1
100
8
200 4
| | | | | | |
1992 1994 1996 1998 1992 1994 1996 1998

Note. The data are from the Department of Commerce. Note. The data are from the Department of Commerce.
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growth of U.S. domestic demand and byCapital Flows
continued declines in import prices,
which stemmed in part from the strengthThe financial difficulties in a number of
of the dollar through mid-August and emerging market economies had several
in part from the effects of recessionsnoticeable effects on U.S. international
abroad. Of the major trade categories;apital flows in 1998. Financial turmoil
increases in imports were sharpest foput strains on official reserves in many
finished goods, especially capital equipemerging market economies. Foreign
ment and automotive products. Theofficial assets in the United States fell
quantity of imported oil rose apprecia-$22 billion. This decline, which began
bly as demand increased in response o the fourth quarter of 1997, was
the strength of U.S. economic activitylargest for developing countries, as
and lower oil prices, while domesticmany of them drew down their for-
production declined slightly. The priceeign exchange reserves in response to
of imported oil fell about $6.50 per exchange rate pressures. OPEC nations’
barrel over the four quarters of theforeign official reserves shrank in the
year. World oil prices fell in responsefirst three quarters of 1998, as oil
to reduced demand associated withevenues dropped. Foreign official
the economic slowdown in many for-assets in the United States, especially
eign nations and with unusually warmthose of industrial countries, generally
weather in the Northern Hemisphererebounded in the fourth quarter.
an increase in supply from Iraq also Private capital flows also were
exerted downward pressure on oikaffected by the widespread turmoil. On
prices. a global basis, capital flows to emerging
Real exports of goods and servicesnarket economies fell substantially in
grew about 1 percent, on net, in 1998he first half of 1998 and then dropped
after posting a 10 percent rise in 1997precipitously in late summer and early
Declines during the first three quarterdall in the wake of the Russian crisis.
(especially in machinery exports) wereDuring the first half of the year, U.S.
offset by a rebound in the fourth quarterresidents acquired about $35 billion of
which was led by an increase in export$oreign securities. Net purchases virtu-
of automotive products. The price com-ally stopped in July, and in the August—
petitiveness of U.S. products decreasedctober period U.S. residents, on net,
reflecting the appreciation of the dollarsold about $40 billion worth of foreign
through mid-August. In addition, securities. In the final two months of
economic activity abroad weakenedhe year, as markets stabilized, U.S. resi-
sharply; total average foreign growthdents resumed net purchases. (In addi-
(weighted by shares of U.S. exports}ion, the financing of two large mergers
plunged from 4 percent in 1997 to anbetween U.S. firms and European firms
estimated¥z percent in 1998. A mod- resulted in a surge in U.S. residents’
erate expansion of exports to Europeholdings of foreign securities in the
Canada, and Mexico was about offsefourth quarter. When the foreign firms
by a decline in exports associatedacquired the U.S. entities, U.S. residents
with deep recessions in Japan and theeceived equity in the foreign firms.)
emerging Asian economies (particuforeign net purchases of U.S. securities,
larly in the first half of the year) and which were substantial in the first half
in South America (in the second halfof the year, likewise fell off markedly
of the year). in the July—October period but experi-
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enced a significant recovery in Novem-more than 3> percent. Stores selling

ber and December. Thus, there is somieuilding materials and home furnish-
evidence that the contraction in grossngs expanded employment rapidly, as
capital flows seen in late summer andlid firms involved in computer ser-

early fall waned somewhat in the fourthvices, communications, and managerial
quarter. services.

Private foreign purchases of U.S. Output per hour in the nonfarm busi-
Treasury securities were only $48 bil-ness sector rose¥2 percent in 1998
lion in 1998, compared with $147 bil- after having increased abou#4l per-
lion for 1997. Small net sales in the firstcent, on average, over the preceding two
and third quarters partly offset large netears; by comparison, the average rate
purchases in the second and fourth quanf rise during the 1980s and the first half
ters. Private foreigners’ purchases obfthe 1990s was just over 1 percent per
other U.S. securities shifted away fromyear. Because productivity often picks
equities and toward bonds, relative taip to a pace above its long-run trend
1997. when economic growth accelerates, the

The contraction in private portfolio results of the past three years might well
capital flows, though large, was over-be overstating the rate of efficiency gain
shadowed by huge direct investmenthat can be maintained in coming years.
capital flows, which resulted in partHowever, reasons for thinking that the
from the above-mentioned and othetrend may have picked up somewhat are
very large cross-border mergers. Witthecoming more compelling in view of
the effects of the mergers, foreign direcincoming data. The 1998 gain in output
investment into the United States totalegher hour was particularly impressive,
more than twice the previous record of
$93 billion posted in 1997. Merger ac-Labor Market Conditions
tivity also buoyed U.S. direct investment Thousands of jobs, average monthly change
abroad, bringing the annual total to Nonfarm payroll employment
$132 billion, surpassing the previous

record of $122 billion in 1997. 400
200
The Labor Market 5

The rapid growth of output in 1998 was
associated with both increased hiring
and continued healthy growth in labor.
productivity. The number of jobs on
nonfarm payrolls rose abou¥2percent 8
from the end of 1997 to the end of 1998,

a net increase of 2.8 million. Manu- M 6
facturers reduced employment over the

year, but the demand for labor in othel 4
parts of the economy continued to | | | | | | ||
rise rapidly. The construction industryigeo 1992 1994 1996 1998
boosted employment about 6 percent Nore. The data are from the Department of Labor.
over the year, and both the serviceghe break_in the un_employment rate data at January 1994
industry and the finance, insurance, anmarks the introduction of a redesigned survey; data from

. : at point on are not directly comparable with those of
real estate industry posted increases @#rlier periods.

| | | | | | | |
Percent

Civilian unemployment rate
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in part because it came at a timepower of nominal earnings, perhaps to a
when many businesses were divertingreater degree than workers might have
resources to correct the Y2K problem, anticipated. According to the Labor
move that likely imposed a bit of drag Department’s employment cost index,
on the growth of output per hour. Higherthe hourly compensation of workers in
rates of capital formation are raising theprivate nonfarm industries rosé/3per-
growth of capital per worker, and work-cent in nominal terms during 1998, a
ers are likely becoming more skilled intouch more than in 1997 arié percent-
using the new technologies. Businesseage point more than in 1996. Taking the
not only are increasing their capitalconsumer price index as the measure of
inputs but also are continuing to imple-price change, this increase in nominal
ment changes to their organizationahourly compensation translated into a
structures and operating procedures th& percent increase in real hourly pay,
may enhance efficiency and bolsteone of the largest on record in a series
profit margins. that goes back to the early 1980s; the
The rising demand for labor contin-gain was larger still if the chain-type
ued to strain supply in 1998. The civil- price index for personal consumption
ian labor force rose just a bit moreexpenditures is used as the measure of
than 1 percent from the fourth quarter oconsumer prices. Moreover, the employ-
1997 to the fourth quarter of 1998, andnent cost index does not capture some
with the number of persons holding jobsof the forms of compensation that
rising somewhat faster than the laboemployers have been using to attract
force, the civilian unemployment rateand retain workers—stock options and
fell still further. The unemployment rate signing bonuses, for example.
was 4.3 percent at the end of 1998; the Because of the rapid growth in labor
average for the full year—4.5 percent—productivity, unit labor costs have been
was the lowest of any year in almostrising much less rapidly than hourly
three decades. The percentage of theompensation in recent years. The
working age population that was outsidéncrease in unit labor costs in the non-
the labor force and was interested irfarm business sector was onlyslper-
obtaining work but not actively seekingcent in 1998. Businesses were unable to
it edged down further in 1998 and wasraise prices sufficiently to recoup even
in the lowest range since the collectiorthis small increase in costs, however.
of these data began in 1970. With thd.abor gained a greater share of the
supply of labor so tight, businessesncome generated from production, and
reached further into the pool of individu-the profit share, though still high, fell
als who do not have a history of strongoack a little from its 1997 peak.
attachment to the labor force; persons
attempting to move from welfare to
work were among the beneficiaries.
Workers have realized large increase$he broader measures of aggregate price
in real wages and real hourly compensachange showed inflation continuing
tion over the past couple of years. Thdo slow in 1998. The consumer price
increases have come partly througlindex moved up ¥ percent over the
faster gains in nominal pay than in thefour quarters of the year after having
mid-1990s but also though reductions irincreased nearly 2 percent in 1997. A
the rate of price increase, which havesteep decline in energy prices in the CPI
been enhancing the real purchasinghore than offset a small acceleration

Prices
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Change in Consumer Prices 1¥4 percent over the preceding year. The

Percent, Q4to Q4 rise in the chain-type price index for

gross domestic product of slightly less

than 1 percent was about one-half the

6 1997 increase of% percent.

Developments in the external sector

4 helped bring about the favorable in-

flation outcome of 1998. Consumers

2 benefited directly from lower prices of

finished goods purchased from abroad.

Lower prices for imports probably

1990 1992 1994 1996 1998 also held down the prices charged by
Note. Consumer price index for all urban consumers.domestic producers, not onIy because
Based on data from the Department of Labor. businesses were concerned about Iosing
] ] market share to foreign competitors but
in the prices of other goods and sergjso because declines in commodity

vices. Only part of the deceleration inprices in sluggish world markets helped
the total CPI was attributable to tECh'reduce domestic production costs to

nical changes in data collection andsome degree.

aggregatiort. ) In manufacturing, one of the sectors
Measures of aggregate price changgost heavily affected by the softness in
from the national income and productgemand from abroad, the rate of plant
accounts, which draw heavily on datacapacity utilization fell noticeably over
from the CPI but also use data frornthe year—even as the unemp|oyment
other sources, showed a somewhat mokgte continued to decline. The diver-
pronounced deceleration of prices igence of these two key measures of
1998. The chain-type price index forresource use—the capacity utilization
personal consumption expenditures, theate and the unemployment rate—is
measure of consumer prices in thgnusual: They typically exhibit similar
national accounts, ros¥ percent after patterns of change over the course of the
increasing ¥ percent in 1997. The pysiness cycle. Because the unemploy-
chain-type price index for gross domesment rate applies to the entire economy,
tic purchases—the broadest measure @f presumably should be a better indi-
prices paid by U.S. households, busicator of the degree of pressure on
nesses, and governments—increasggsources in general. In 1998, however,
less than¥z percent after moving up sjack in the goods-producing sector—
a reflection of the sizable additions
1. Since the end of 1994, the Bureau of LabofO Capacity in this country and excess
Statistics has taken a number of steps to make thgapacity abroad—seemingly enforced a
consumer price index a more accurate price megjiscipline of competitive price and cost

sure. The agency also introduced new weights int
the CPI at the start of 1998. In total, these change%ontrol that affected the economy more

probably reduced the 1998 rise in the CPI bydenerally.

slightly less thar¥z percentage point, relative o Prices in 1998 tended to be weakest
the increase that would have been reported usingn the sectors most closely linked to the
the methodologies and weights in existence at thayternal economy. The price of oil fell

end of 1994. Without the changes that took effec
in 1998, the deceleration in the CPI in 1998 WouldbImOSt 40 percent from December 1997

probably have been about half as large as watP December 1'998- Th!S drop triggered
reported. steep declines in the prices of petroleum
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products purchased directly by houseAlternative Measures of Price Change
holds. The retail price of motor fuel fell percent

about 15 percent over the four quarters _ ]

of the year, and the price of home heat- Price measure 199y 1998
ing fuel also plunged. With the prices OfFixed-weight

natural gas and electricity also falling,consumer price index.............. 1.9 15
the CPI for energy was down about Excluding food and energy........ 2.2 2.4

9 percent over the year after havingchain-type
slipped 1 percent in 1997. Gross domestis purchases 1 13 3
Large declines in the prices of inter-Personal consumption expenditures|... 1.5 7
nationally traded commodities other Excluding food and energy........ 1.6 1.2
than oil pulled down the prices of many Note. Changes are based on quarterly averages and
domestically produced primary inputs_are measured to the fourth quarter of the year indicated
The producer price index for crude ma_from the fourth quarter of the previous year.
terials other than energy, which reflects
the prices charged by domestic produceonsumption expenditures excluding
ers of these goods, fell more than 10 perfood and energy—the core PCE price
cent over the year. However, becaussdex—decelerated a bit further, rising
these non-oil commodities account for at roughly half the pace of the core CPI.
small share of total production costs, theMethodological differences between the
effect of their decline on inflation wastwo measures are numerous; some of
much less visible further down the chairthe technical problems that have plagued
of production. Intermediate materialsthe CPI are less pronounced in the
prices excluding food and energy fellPCE price measure, but the latter also
about ¥2 percent over the four quartersdepends partly on imputations of prices
of the year, and the prices of finishedor which observations are not available.
goods excluding food and energy ros&oth measures, however, seem to sug-
about %2 percent. The latter index wasgest that the underlying trend of con-
boosted in part by an unusually largesumer price inflation remained low. A
hike in tobacco prices that followed thesimilar message came from surveys of
settlement in the fall of states’ litigation consumers, which showed expectations
against tobacco companies. In the foodf future price increases easing a bit
sector as well, the effects of declin-further in 1998—although, as in other
ing commodity prices became less visrecent years, the expected increases
ible further down the production chain;remained somewhat higher than actual
the PPI for finished foods was aboutincreases.
unchanged, on net, over the year, and

rice increases at the retail level, though . .
gmall, were somewhat larger than tho%g's' Financial Markets
of the preceding year. U.S. interest rates fluctuated in fairly

Consumer prices excluding thosenarrow ranges over the first half of 1998,
for food and energy continued to riseand most equity price indexes posted
in 1998, but not very rapidly. The CPI substantial gains. However, after the
measure of these prices—the core CPIl-financial crisis in Russia in August and
increased about?2 percent from the subsequent difficulties in other emerging
final quarter of 1997 to the final quartermarket economies, investors appeared
of 1998, a shade more than in 1997to reassess the risks and uncertainties
The chain-type price index for personafacing the U.S. economy and concluded
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that more cautious postures were irStates and may also have boosted the
order. That sentiment was reinforced bydemand for safe Treasury securities rela-
the prospect of an unwinding of posi-tive to other instruments.

tions by some highly leveraged inves- Treasury rates changed little, on net,
tors. The resulting shift toward safe,in the early summer, but they slipped
liquid investments led to a substantialower in August, reflecting increased
widening of risk spreads on debt instruconcern about the Japanese economy
ments and to volatile changes in thend financial problems in Russia. The
prices of many assets. Financial markedefault by Russia on some government
volatility and many risk spreads returneddebt obligations and the devaluation
to more normal levels later in the yearof the ruble in mid-August not only
as lower interest rates and robust ecaesulted in sizable losses for some inves-
nomic data seemed to reassure marké&drs but also undermined confidence in
participants that the economy wouldother emerging market economies. The
remain sound, even in the face of addieurrencies of many of these economies
tional adverse shocks from abroadcame under substantial pressure, and the
However, lenders remained more caumarket value of the international debt
tious than they had been in the first parbbligations of some countries declined
of the year, especially in the case ofharply. U.S. investors shared in the
riskier credits. resulting losses, and U.S. economic
growth and the profits of U.S. compa-
nies were perceived to be vulnerable. In
these circumstances, many investors,
Over the first half of 1998, short-termboth here and abroad, appeared to reas-
Treasury rates moved in a narrow rangesess the riskiness of various counterpar-
anchored by unchanged monetary potlties and investments and to become less
icy, while yields on intermediate- andwilling to bear risk. The resulting shift
long-term Treasury securities varied inof demand toward safety and liquidity
response to the market's shifting asses$ed to declines of 40 to 75 basis points
ment of the likely impact of foreign

economic difficulties on the U.S. econ-gpreads of Corporate Bond Yields

omy. In late 1997 and into 1998, Spreadover Treasury Security Yields

Interest Rates

ing financial crises in Asia were associ- Percentage points
ated with declines in U.S. interest rates

as investors anticipated that weaknes High-yield

abroad would constrain U.S. economic 6
growth and cushion the impact of tight

U.S. labor markets on inflation. How- 4
ever, interest rates moved back up late BBB

in the first quarter of 1998, as the U.S. 2
economy continued to expand at & e

healthy pace, fueled by hefty gains in= | | [ ™ |
domestic demand. After a couple of 3 F M A M J J A S OND
months of small changes, Treasury rates 1998

fell in May and June, when CONCErNS Note. The data are daily. The spread of high-yield
about foreign economies, particu|ar|y inbonds compares the yield on the Merrill Lynch Master I
Asia, once again led some observers (Y, e o T e

expect weaker growth in the Unitedindexes with that on a ten-year Treasury.
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in Treasury coupon yields between midmaturity, and the yields on these more
August and mid-September. In contrastactively traded “on-the-run” securities
yields on higher-quality private securi-fell noticeably relative to those available
ties fell much less, and those on issuesn “off-the-run” issues, the ones that
of lower-rated firms increased sharplyhad been outstanding longer.
As a result, spreads of private rates over Conditions in U.S. financial markets
Treasury rates rose substantially, reactdeteriorated further following revela-
ing levels not seen for many yearstions in mid-September of the magni-
and the issuance of corporate securitieside of the positions and the extent of
dropped sharply. the losses of a major hedge fund, Long-
Investors’ desire to limit risk-taking Term Capital Management. LTCM indi-
as markets became troubled in the lateated that it sought high rates of return
summer showed up clearly in mutualmostly by identifying small discrepan-
fund flows. High-yield bond funds, cies in the prices of different instru-
which had posted net inflows of morements relative to historical nhorms and
than $1 billion each month from May then taking highly leveraged positions
through July, saw a $3.4 billion out-in those instruments in the expectation
flow in August and inflows of less thanthat market prices would revert to such
$400 million in September and Octobemorms over time. In pursuing its strat-
before rebounding sharply in Novemberegy, LTCM took very large positions,
By contrast, inflows to government bondsome of which were in relatively small
funds jumped from less than $1 billionand illiquid markets.
in July to more than $2 billion a month LTCM was quite successful between
in August and September. Equity mutuall995 and 1997, but the shocks hitting
funds posted net outflows totaling nearlyworld financial markets in August of
$12 billion in August, the first monthly 1998 generated substantial losses for the
outflow since 1990, and inflows over thefirm. Losses mounted in September, and
rest of the year were well below thosebefore new investors could be found, the
earlier in the year. firm encountered difficulties meeting
In part, the foreign difficulties were liquidity demands arising from its col-
transmitted to U.S. markets by lossesateral agreements with its creditors
incurred by leveraged investors—and counterparties. With world financial
including banks, brokerage houses, antharkets already suffering from height-
hedge funds—as the prospects for disened risk aversion and illiquidity, offi-
tress sales of riskier assets by suchials of the Federal Reserve Bank of
investors weighed on market sentimentNew York judged that the precipitous
depressing prices. Many of these entitieanwinding of LTCM’'s portfolio that
did reduce the scale of their operationsvould follow the firm’'s default would
and trim their risk exposures, respondeompound market difficulties by distort-
ing to pressures from more cautiousng market prices and imposing poten-
counterparties. As a result, liquidity intially large losses, not just on LTCM’s
many markets declined sharply, withcreditors and counterparties but also on
bid-asked spreads widening and largether market participants not directly
transactions becoming more difficultinvolved with LTCM.
to complete. Even in the market for In an effort to avoid these difficulties,
Treasury securities, investors showethe Federal Reserve Bank of New York
an increased preference for the liquiditycontacted the major creditors and coun-
offered by the most recent issues at eaderparties of LTCM to see if an alterna-
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tive to forcing LTCM into bankruptcy the potential for future increases in
could be found. At the same time,exposures from changes in market val-
Reserve Bank officials informed someues. This shortcoming was especially
of their colleagues at the Federaimportant in dealings with a firm like
Reserve Board, the Treasury, and othdfTCM, which had such large positions
financial regulators of their activities.in illiquid markets that its liquidation
Subsequent discussions among LTCM'svould likely have moved prices sharply
creditors and counterparties led to amgainst its creditors. In such cases, credi-
agreement by the private-sector partie®rs need to take further steps to limit
to provide an additional $3 billion of their potential future exposures, which
capital to LTCM in return for a 90 per- might include requiring additional col-
cent equity stake in the firm. lateral or simply scaling back their activ-
Because of the potential for firmsity with such firms.
such as LTCM to have a large influence The private-sector agreement to
on U.S. financial markets, Treasuryrecapitalize LTCM allowed its positions
Secretary Robert Rubin asked thedo be reduced in an orderly manner over
President’s Working Group on Financialtime, rather than in an abrupt fire sale.
Markets to study the economic and regNonetheless, the actual and anticipated
ulatory implications of the operationsunwinding of LTCM’s portfolio, as well
of firms like LTCM and their relation- as actual and anticipated sales by other
ships with their creditors. In addition, similarly placed leveraged investors,
the extraordinary degree of leverage thdtkely contributed materially to the tre-
LTCM was able to amass led the federainendous volatility of financial markets
agencies responsible for the prudentiah early October. Market expectations of
oversight of the fund’'s creditors andasset price volatility going forward, as
counterparties to undertake reviews ofeflected in options prices, rose sharply,
the practices those firms employed iras bid-asked spreads and the premium
managing their risks. These reviewdor on-the-run securities widened. Long-
suggested significant weaknesses in thterm Treasury yields briefly dipped to
risk-management practices of manyheir lowest levels in more than thirty
firms in their dealings with LTCM years, in part because of large demand
and—albeit to a lesser degree—in their
dealings with other highly leveraged
entities. Few counterparties seem t
have had a complete understanding of
LTCM's risk profile, and their credit ;5
decisions were heavily influenced by the_ S&P 500
firm’s reputation and strong past perfor-
mance. Moreover, LTCM’s counterpar-* —
ties did not impose sufficiently tight lim- 10
its on their exposures to LTCM, in part ¢
because they relied on collateral agreey _
ments requiring frequent marking to
market to limit the risk of their expo- !~ <— Long-term Treasury bond
sures. Although these agreementsgener- . = v » v 3 J A S o N b
ally provided for collateral with a value 1998
sufficient to (?OVGI’ current credit eXp(?' Note. The data are daily. Implied volatilities are cal-
sures, they did not deal adequately withulated from options prices.
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shifts resulting from concerns aboutcorporate profits, a weakening economic
the safety and liquidity of private andoutlook for Europe, and renewed con-
emerging market securities. Spreads aferns about the situation in Brazil. In
rates on corporate bonds over thosaddition, with risk a greater-than-usual
on comparable Treasury securities roseoncern, some market participants were
considerably, and issuance of corporatikely less willing to hold lower-rated
bonds, especially by lower-rated firmssecurities over year-end, when they
remained very low. would have to be reported in annual
By mid-October, however, marketfinancial statements. As a result, liquid-
conditions had stopped deterioratingity in some markets appeared to be cur-
and they began to improve somewhat irtailed, and price movements were exag-
the days and weeks following the cut ingerated. These effects were particularly
the federal funds rate on October 15noticeable in the commercial paper
between Federal Open Market Commitmarket: The spread between rates on
tee meetings. Internationally coordi-top-tier and lower-tier thirty-day paper
nated efforts to help Brazil cope with itsjumped almost 40 basis points on
financial difficulties, culminating in the December 2, when that maturity crossed
announcement of an IMF-led supportyear-end, and then reversed the rise late
package in mid-November, contributedn the month.
to the easing of market strains. In the
Treasury market, bid-asked spreads nar-
rowed a bit and the premium for on-the-Equity Prices
run issues declined. With the earlier
flight to quality and liquidity unwinding, Most equity indexes rose strongly, on
Treasury rates backed up considerablyalance, in 1998, with the Nasdaq Com-
Corporate bond spreads reversed a pabsite Index up nearly 40 percent, the
of their earlier rise, and investment-S&P 500 Composite Index rising more
grade bond issuance rebounded sharplthan 25 percent, and the Dow Jones
In the high-yield bond market, investorsindustrial Average and the NYSE
appeared to be more hesitant, especiallgomposite Index advancing more than
in regard to all but the best-known issu-15 percent. Small capitalization stocks
ers, and the volume of junk bondunderperformed the stocks of larger
issuance picked up less. In the commeffirms, with the Russell 2000 Index off
cial paper market, yields on higher-3 percent over the year. The variation in
quality paper declined; vyields onstock prices over the course of the year
lower-quality paper remained elevatedwas extremely wide. Prices increased
however, and some lower-tier firms re-substantially over the first few months,
portedly drew on their bank lines foras concerns eased that Asian economic
funding, giving a further boost to bankproblems could lead to a slowdown in
business lending, which had begun tdhe United States and to a consequent
pick up during the summer. decline in profits. The major indexes
Market conditions improved a bit declined, on balance, over the following
further immediately after the Federalcouple of months before rising sharply,
Reserve’s November rate cut, but som& some cases to new records, in late
measures of market stress rose again ilune and early July, on increasing con-
late November and in December. Thdidence about the outlook for earnings.
deterioration reflected in part wide-The main exception was the Russell
spread warnings of lower-than-expecte@000; small capitalization stocks fell
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Major Stock Price Indexes of earnings over the coming twelve
Index, January 2, 1998 = 100 months to prices in the S&P 500 fell
back, ending the year below its level
at the end of 1997. The decline in this
130 measure likely reflected in part lower
real long-term bond yields. For example,
110 as measured by the difference between
the ten-year nominal Treasury yield and
o Inflation expectations reported in the
Russell 200 Philadelphia Federal Reserve Bank’s
S&P 500 ;
T TR A survey of professional forecasters, real
1997 1998 yields fell appreciably between late
1997 and late 1998. (The yield on
ten-year inflation-indexed Treasury
more substantially in the spring, andsecurities actually rose somewhat over
their rise in July was relatively muted. 1998. However, the increase may have
Rising concerns about the outlook forreflected the securities’ lack of liquidity
Japan and other Asian economies, asnd the substantial rise in the premium
well as the deepening financial prob-investors were willing to pay for liquid-
lems in Russia, caused stock prices tdy.) From mid-1998 on, the real interest
retrace their July gains by early Augustrate declined somewhat more than the
After Russia devalued the ruble andorward earnings yield on stocks, and
defaulted on some debts in mid-Augustthe spread between the two conse-
prices fell further, reflecting the generalquently increased a bit, perhaps reflect-
turbulence in global financial markets.ing the greater sense of risk in finan-
By the end of the month, most equitycial markets. Nonetheless, the spread
indexes had dropped back to roughlyemained quite small relative to histori-
their levels at the start of the year. Com<€al norms: Investors may have been
mercial bank and investment bank
stocks fell particularly sharply, as inves-— _ . : R
tors beca{me_co.ncerned gibout the eﬁe gg:t;l/n\t/ggsttlggtznd Long-Term
on these institutions’ profits of emerging Percent
market difficulties and of substantial
declines in the values of some asset:

NotE. The data are daily.

Equity prices rose for a time in Septem- S&P 500 earnings—price ratio 16
ber but then fell back by early Octobe 1
before rebounding as market disloca
tions eased and interest rates on mar 8
private obligations fell. By December,
most major indexes were back near theij 4

Ten-year real interest rat

July highs, although the Russell 200C
remained below its earlier peak. S
The increase in equity prices in 1998,190 1983 1986 1989 1992 1995 1998

; H i Norte. The data are monthly. The earnings—price ratio
coupled with the SIOWIng of eammgsis based on the I/B/E/S International, Inc., consensus
growth, left many valuation measureSstimate of earnings over the coming twelve months. The
beyond their historical ranges. Afterreal interest rate is the yield on the ten-year Treasury note
P . . less the ten-year inflation expectations from the Federal
tICklng hlgher in late summer and earIyReserve Bank of Philadelphia Survey of Professional

autumn, the ratio of consensus estimat@srecasters.
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anticipating rapid long-term earningssubstantially expanded their lending
growth—consistent with the expecta-to financial firms through repurchase
tions of securities analysts—and theyagreements and loans to purchase and
may still have been satisfied with acarry securities. As a result, the growth
lower risk premium for holding stocks of total bank credit, adjusted to remove
than they have demanded historically. the effects of mark-to-market account-
ing rules, accelerated to ¥dpercent on

a fourth-quarter to fourth-quarter basis,
the largest annual increase in more than
a decade.

Debt and the
Monetary Aggregates

Debt and Depository Intermediation

From the fourth quarter of 1997 to theThe Monetary Aggregates
fourth quarter of 1998, the total debtThe broad monetary aggregates ex-
of the U.S. household, government, angpanded very rapidly in 1998. From the
nonfinancial business sectors increasddurth quarter of 1997 to the fourth
about 6 percent, in the top half of thequarter of 1998, M2 increased/8per-
3 percent to 7 percent range establishecent, placing it well above the upper
by the FOMC and considerably fastetbound of the 1 percent to 5 percent
than nominal GDP. Buoyed by strongrange established by the FOMC. How-
spending on durable goods, housinggver, as the Committee noted in Febru-
and business investment, as well as bgry 1998, this range was intended as
merger and acquisition activity that sub-a benchmark for money growth under
stituted debt for equity, nonfederal debttonditions of stable prices, real eco-
expanded about8 percent in 1998, nomic growth near trend, and historical
more than 2 percentage points fastevelocity relationships. Part of the excess
than in 1997. By contrast, federal debbf M2 above its range was the result of
declined ¥4 percent, following a rise of faster growth in nominal spending than
¥ percent over the preceding year. would likely be consistent with sus-
Credit market instruments on thetained price stability. In addition, the
books of depository institutions rose at avelocity of M2 (defined as the ratio of
somewhat faster pace than did the delstominal GDP to M2) fell 3 percent.
aggregate, posting a¥b percent rise Some of the decline resulted from the
in 1998, about one-quarter percentagdecrease in short-term market interest
point higher than in 1997. Growth inrates in 1998—as usual, rates on depos-
depository credit picked up in the sec4ts fell more slowly than market rates,
ond half of the year, as the turbulenceeducing the opportunity cost of holding
in financial markets apparently ledM2 (defined as the difference between
many firms to substitute bank loans forthe rate on Treasury bills and the aver-
funds raised in the markets. Banks alsage return on M2 assets).
added considerably to their holdings of However, the bulk of the decline
securities in the third and fourth quar-cannot be explained on the basis of
ters, in part reflecting the attractivethe historical relationship between the
spreads available on non-Treasury dehtelocity of M2 and this measure of its
instruments. opportunity cost. Three factors not cap-
Financial firms also appeared to turrtured in that relationship likely con-
to banks for funding when the financialtributed to the drop in velocity. First,
markets were volatile, and U.S. bank$ouseholds seem to have allocated an
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Growth of Money and Debt

Percent
Period M1 M2 M3 Domestic
nonfinancial debt
Annuaft
1988 ..t 4.2 5.6 6.4 9.1
1989 L .6 5.2 4.1 7.5
1990 ..o 4.2 4.2 1.9 6.7
1991 L 8.0 3.1 1.2 4.5
1992 L 14.3 1.8 .6 4.5
1993 L 10.6 1.3 1.0 4.9
1994 L 2.5 .6 1.7 4.9
1995 .. -1.6 3.9 6.1 5.4
1996 .o -4.5 4.6 6.8 5.3
1997 (o -1.2 5.8 8.8 4.9
1998 Lo 1.8 8.5 11.0 6.1
Quarterly (annual rate}
8l 3.2 7.6 10.3 5.8
2 . 1.0 75 10.1 6.0
P . -2.0 6.9 8.6 5.9
Ao . 5.0 11.0 13.3 6.3

Note. M1 consists of currency, travelers checks, Debt consists of the outstanding credit market debt of the
demand deposits, and other checkable deposits. M2 cok.S. government, state and local governments, house-
sists of M1 plus savings deposits (including money marholds and nonprofit organizations, nonfinancial busi-
ket deposit accounts), small-denomination time depositsjesses, and farms.
and balances in retail money market funds. M3 consists 1. From average for fourth quarter of preceding year to
of M2 plus large-denomination time deposits, balances iraverage for fourth quarter of year indicated.
institutional money market funds, RP liabilities (over- 2. From average for preceding quarter to average for
night and term), and Eurodollars (overnight and term)quarter indicated.

increased share of savings flows tsince 1981 and left the aggregate well
monetary assets rather than equities foabove the top end of its 2 percent to
lowing several years of outsized gains ir6 percent growth range. As with M2,
stock market wealth. Second, some evihowever, the FOMC established the M3
dence suggests that in the 1990s the

dem"?“f‘d for M2 assets has, become monGo Velocity and M2 Opportunity Cost
sensitive to longer-term interest rategaio scale Percentage points, ratio scale
and to the slope of the yield curve; the
decline in long-term Treasury yields in M2 velocity
1998, and the consequent fIatteniné'O B == _
of the yield curve, may thereby have, 4

increased the relative attractiveness of :\)"pzponun@
M2 assets. Finally, a critical source of;g — cost

the especially rapid M2 expansion in the
fourth quarter likely was an increased; 7
demand for safe, liquid assets as inves-
tors responded to the heightened finan- v v
cial market volatility. 1978 1983 1988 1993 1998
M3 expanded even faster than M2 in Nore. The data are quarterly. The velocity of M2 is
1998, posting an 11 percent rise on &he ratio of nominal gross domestic product to the stock
.. of M2. The opportunity cost of M2 is a two-quarter
fourth-quarter to fourth-quarter ba‘Sls'moving average of the three-month Treasury bill rate less
e weighted average return on assets included in M2.
Growth over the year was the fastesh
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range as a benchmark for growth undeshifted back to transactions accounts
conditions of stable prices, sustainablevhen needed, depositors’ access to their
output growth, and the historical behav{funds is not affected by these programs.
ior of velocity. The rapid growth of M3 However, banks benefit from the reduc-
in part simply reflected the rise in M2.tion in holdings of required reserves,
In addition, the non-M2 components ofwhich do not pay interest. Over 1998,
M3 increased 1% percent over the year, sweep programs for demand deposit
following an even larger advance inaccounts became more popular, contrib-
1997. The substantial rise in these comdting to a 44 percent decline in such
ponents in 1998 was partly the result obalances. By contrast, new sweep pro-
the funding of the robust growth in bankgrams for other checkable deposits,
credit with managed liabilities, many of which had driven double-digit declines
which are in M3. However, M3 growth in such deposits over the previous
was boosted to an even greater extent lijiree years, were less important in 1998,
flows into institution-only money funds, and, with nominal spending strong and
which have been expanding rapidlyinterest rates lower, other checkable
in recent years as such funds haveeposits were about unchanged on the
increased their share of the corporatgear.
cash management business. BecauseAs a result of the introduction of
investments in these money funds subretail sweep accounts, the average level
stitute for business holdings of short-of required reserve balances (balances
term assets that are not in M3, their risehat must be held at Reserve Banks to
has generated an increase in M3 growthmeet reserve requirements) has trended
In addition, institution-only funds pay lower over the past few years. The
rates that tend to lag movements in mardecline has been associated with an
ket rates; thus, their relative attractive{increase in banks’ required clearing bal-
ness was temporarily enhanced—andnces, which are balances that banks
their growth rate boosted—by declinesagree in advance to hold at their Federal
in short-term market interest rates late irReserve Bank to facilitate the clear-
1998. ing of their payments. Unlike required
M1 increased ¥ percent over the reserve balances, banks earn credits on
four quarters of 1998, its first annualtheir required clearing balances that can
increase since 1994. Currency expanddake applied to the use of Federal Reserve
at an &u percent pace, its largest risepriced services. Despite the increase
since 1994. The increase apparentlin required clearing balances, required
reflected continued strong foreign ship-operating balances, which are the sum
ments, though at a slower pace than iof required reserve balances and re-
1997, and a sharp acceleration in domesuired clearing balances, have declined
tic demand. Deposits in M1 declinedover the past few years and in late 1998
further in 1998, reflecting the continuedreached their lowest level in several
introduction of retail “sweep” pro- decades.
grams. Growth of M1 deposits has been The decline in required operating bal-
depressed for a number of years by thesences has generated concerns about a
programs, which shift—or “sweep”— possible increase in the volatility of the
balances from household transactiontederal funds rate. Because a bank’s
accounts, which are subject to reserveequired level of operating balances
requirements, into savings accountsmust be met only on average over a
which are not. Because the funds aréwo-week maintenance period, banks are
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free to allocate their reserve holdings In the latter part of 1998, however,
across the days of a maintenance periathe federal funds rate was more volatile.
in order to minimize their reserve costsThe increase may have been due partly
However, banks must also manage theto further reductions in required operat-
reserves in order to avoid overdraftsing balances resulting from new sweep
which the Federal Reserve discouragegsrograms, but other factors were prob-
through administrative measures andbly more important, at least for a time.
financial penalties. Thus, as requiredMarket participants were scrutinizing
operating balances decline toward théorrowing banks more closely, and in
minimum level needed to clear banks'some cases lenders pared or more tightly
transactions, banks are less and less aldeministered their counterparty credit
to respond to fluctuations in the federalimits, or shifted more of their place-
funds rate by lending funds when thements from term to overnight maturi-
rate is high and borrowing when the ratdies. The heightened attention to credit
is low. As a result, when required oper-quality also made banks less willing to
ating balances are low, the federal fundborrow at the discount window, out of
rate is likely to rise further than it other- concern that other market participants
wise would when demands for reservesnight detect their borrowing and inter-
are unexpectedly strong or suppliegpret it as a sign of financial weakness.
weak; conversely, the federal fundsAs a result, many banks that were net
rate is likely to fall more in the event takers of funds in short-term markets
of weaker-than-expected demand oattempted to lock in their funding earlier
stronger-than-expected supply. One wain the morning. On net, these forces
to ease this difficulty would be to payboosted the demand for reserves and
interest on required reserve balancegut upward pressure on the federal
which would reduce banks’ incentivesfunds rate early in the day. To buffer the
to expend resources on sweeps and otheffect of these changes on volatility in
efforts to minimize these balances. the federal funds market, the Federal
Despite the low level of required Reserve increased the supply of reserves
operating balances, the federal fundand, at times, responded to the level of
rate did not become noticeably morehe federal funds rate early in the day
volatile over the spring and summer ofwhen deciding on the need for market
1998. This result reflected in part moreoperations. Because demand had shifted
frequent overnight open market operato earlier in the day, however, the fed-
tions by the Federal Reserve to betteeral funds rate often fell appreciably
match the daily demand for and supplhjbelow its target level by the end of the
of reserves. Banks also likely improvedday.
the management of their accounts at the At its November meeting, the FOMC
Federal Reserve Banks. Moreover, largamended the Authorization for Domes-
banks apparently became more willingic Open Market Operations to extend
to borrow at the discount window. Thethe permitted maturity of System repur-
Federal Reserve’s decision to return tehase agreements from fifteen to sixty
lagged reserve accounting at the end afays. Over the remainder of 1998, the
July also likely contributed to reducedDomestic Trading Desk made use of
volatility in the federal funds market by this new authority on three occasions,
enhancing somewhat the ability of botharranging System repurchase agree-
banks and the Federal Reserve to forenents with maturities of thirty to forty-
cast reserve demand. five days to meet anticipated seasonal
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reserve demands over year-end. While At the beginning of 1998, many Asian
the Desk had in the past purchasedurrencies were declining or were under
inflation-indexed securities when roll-pressure. The Indonesian rupiah dropped
ing over holdings of maturing nominal sharply in January, amid widespread
securities, it undertook its first outrightrioting and talk of a coup, and fell again
open market purchase devoted solely t,m May and June, as the deepening
inflation-indexed Treasury securities inrecession prompted more social unrest
1998, thereby according those securitieand, ultimately, the ouster of President
the same status as other Treasury secuuharto. Some of the rupiah’s losses
ties in open market operations. were reversed in the second half of the
year, following the relatively orderly
transition of power to President Habibie.
Tighter Indonesian monetary policy,
Emerging Economies which pushed short-term interest rates
Developments in international finan-2> high as 70 percent by July, -con-
cial markets in 1998 continued to betrlbumd to the rupiah’s recovery. On
balance, between December 1997 and

dominated by the unfolding crises i'.1December 1998 the rupiah depreciated

emerging markets that had begun i :
Thailand in 1997. Financial market tur-r}n(l);ectgri?a?;? Ft)ﬁ éc.ﬁ?;ia SZETSQAZGK%?QZE

bulence spread to other emerging marv'von, which had declined sharply in

kets around the.globe,spn!mg qverfromlggz gained more than 20 percent
Korea, Indonesia, Malaysia, Singapore

the Philippines, and Hong Kong in Iatea\gainst the dollar over the course of
1997 and the first part of 1998 to Russi 1998. Policy reforms and stable political

in the summer, and to Latin Americaaenwronments helped boost these curren-

particularly Brazil, shortly thereafter.’ues' The currencies of the Philippines,

; - . Malaysia, Singapore, and Taiwan fluctu-
The Asian crisis contributed t0 a deePe4in 4 narrower range and ended the
ening recession in Japan, and as tg

ear proaressed. arowth in several othered” little changed against the dollar. In
year progres 9 . ! eptember, Malaysia imposed capital
major foreign industrial economies

slowed as well apd exchange controls, fixing the ring-
: git's exchange rate against the dollar.

: The Hong Kong dollar came under pres-
Exchange Velue o Seecieq ASn sure a times during the year, but it
Index, December 1996 = 100 P€J O the U.S. dollar remained intact,

although at the cost of interest rates that
were at times considerably elevated.
Short-term interest rates in Asian econo-

go Mies other than Indonesia declined in
1998, and as some stability returned to
Indonesian markets near the end of the

40 Year, short-term rates in that nation

began to retreat from their highs.

As the year progressed, the financial
L storm moved from Asia to Russia. At
1997 1998 first the Russian central bank was able

Norte. Dollars per unit of foreign currency. The data tO. de,fend the ruble‘s peg to the dollar
are monthly. with interest rate increases and sporadic

International Developments

Thai baht

Korean won

Indonesian rupia
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intervention. By midyear, however, thecan assets fell precipitously. The spreads
government’s failure to reach a newbetween yields on Latin American
assistance agreement with the Intern&Brady bonds and comparable U.S. Trea-
tional Monetary Fund, reported short-suries widened considerably (with in-
falls in tax revenues, and the disruptiorcreases ranging from 900 basis points
of rail travel by striking coal miners in Argentina to 1500 basis points in
protesting late wage payments broughBrazil), peaking in early September
to the fore the deep structural and politibefore retracing part of the rise. Latin
cal problems faced by Russia. In addiAmerican equity prices plunged 25 per-
tion, declining oil prices were lowering cent or more. Several currencies came
government revenues and worseningnder pressure despite sharp increases
the current account. As a result ofin short-term interest rates.
these difficulties, the ruble came under Anticipation of an IMF-led financial
renewed pressure, forcing Russian inteassistance package for Brazil helped
est rates sharply higher, and Russiaspur a partial recovery in Latin Ameri-
equity prices fell abruptly. A disburse-can asset markets in late September and
ment of $4.8 billion from the IMF in October. The details of the $41.5 bil-
July was quickly spent to keep the curdion loan package were announced in
rency near its level of 6.2 rubles perNovember. After the IMF approved the
dollar, but the lack of progress on fiscalpackage in early December, however,
reform put the next IMF tranche in Brazil's Congress rejected a part of
doubt. the government’s fiscal austerity plan,
On August 17, Russia announced aparking renewed financial turmoil. In
devaluation of the ruble and a morato-mid-December, $9.3 billion of the loan
rium on servicing official short-term package was disbursed, but continuing
debt. Subsequently, the ruble deprecipressure from investors seeking to take
ated more than 70 percent against thiinds out of Brazil put the long-term
dollar, the government imposed condiviability of the real's crawling exchange
tions on most of its foreign and domes+ate peg in doubt. Brazil's central bank
tic debt that implied substantial losseglefended the peg through the end of the
for creditors, and many Russian finanyear, drawing down a substantial portion
cial institutions became insolvent. Theof the $75 billion in foreign exchange
events in Russia precipitated a globateserves it had amassed as of April
increase in financial market turbulence19982
including a pullback of credit to highly The Mexican peso, which was also
leveraged investors and a widening ofveakened by the effects of falling oil
credit spreads in both emerging markeprices, depreciated 18 percent against
economies and many industrial counthe dollar over the year. The Colombian
tries. The turmoil did not abate until peso and the Ecuadorian sucre were
after the central banks of a number oflevalued, but Argentina’s currency
industrial countries eased policy in theboard arrangement survived.
fall. The fallout from the financial crises
Latin American financial markets that hit several Asian emerging market
were only moderately disrupted by theeconomies in late 1997 triggered a fur-
Asian and Russian problems duringher decline in output in the region in
the first half of 1998. The reaction to the
Russian default was swift and strong, 2. |n mid-January 1999, theal was devalued
however, and the prices of Latin Ameri-and soon after was allowed to float.
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early 1998. In the countries most heavilyannual rate during the latter part of the
affected—Thailand, Korea, Malaysia,year.

and Indonesia—output dropped at In Latin America, the pace of eco-
double-digit annual rates in the first halfnomic activity slowed only moderately
of the year, as credit disruptions, wide-n the first half of 1998, as the spillover
spread failures in the financial and corfrom the Asian financial turbulence was
porate sectors, and a resulting high ddimited. The Russian financial crisis in
gree of economic uncertainty depressedugust, in contrast, had a strong impact
activity severely. Output in Hong Kong on real activity in Latin America, par-
also dropped in early 1998, as interesticularly in Brazil and Argentina, where
rates rose sharply amid pressure on itgiterest rates moved sharply higher in
currency peg. Later in the year, withresponse to exchange rate pressures.
financial conditions in most of the AsianOutput in both countries is estimated
crisis countries stabilizing somewhatto have declined in the second half of
output started to bottom out. the year at annual rates of about 5 per-

The Asian crisis had a relatively mod-cent. Activity in Mexico and Venezuela
erate effect on China. Growth remainedvas also depressed by lower oil export
fairly strong throughout the year despiteevenues. Inflation rates in Latin Ameri-

a dramatic slowdown in the growth ofcan countries were little changed in
exports. A salutary effect of the crisis1998 and ranged from 1 percent in
may have been the encouragement thétrgentina and 3 percent in Brazil to
it seemed to give authorities in China to31 percent in Venezuela.

move ahead more quickly with various
financial sector reforms.

Inflation in the Asian developing
economies rose only moderately orThe dollar’'s value, measured on a trade-
average in 1998, as the inflationaryweighted basis against the currencies of
effects of currency depreciations in thea broad group of important U.S. trading
region were largely offset by the defla-partners, rose almost 7 percent during
tionary influence of very weak domesticthe first eight months of 1998 but then
activity. The current account balances of
the ASIaﬂ crisis countries swung m.toNominaI Dollar Exchange Rate Indexes
substantial surplus. These countries Index
experienced a significant improvement
in their competitive positions after the
substantial depreciations of their cur-
rencies in late 1997 and early 1998. Ir
addition, their imports fell sharply with
the falloff in domestic demand.

In Russia, economic activity declined
in 1998 as interest rates were pushe : _
up in an attempt to fend off pressure or Vel SIS
the ruble. After the August debt mora- \ \ | |
torium and ruble devaluation, output 1994 1995 1996 1997 1998
dropped sharply, ending the year down Nore. The data are monthly. Indexes are trade-
about 10 percent from its year-earliert e ancies (Varch 1673 = 100) and in
level. The ruble collapse triggered -

A . . i -~ “terms of a broad group of important U.S. trading partners
a surge in inflation to a triple-digit @anuary 1997 = 100).

Industrial Economies
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fell, returning by December to a levellar resumed its appreciation against the
about 2 percent above that of a yeayen, albeit at a slower pace, in July and
earlier. (When adjusted for changes irearly August.
U.S. and foreign consumer price levels, The turning point in the dollar—yen
the value of the dollar in Decemberrate came after the Russian collapse,
1998 was about 1 perce¢lowits level amid the global flight from risk that
in December 1997.) Before the Russiamaused liquidity to dry up in the markets
default, the dollar was supported by thdor many assets. During the first week
robust pace of U.S. economic activity,of October, the dollar dropped nearly
which at times generated expectationd4 percent against the yen in extremely
that monetary policy would be tight- illiquid trading conditions. Although
ened. Healthy U.S. growth also confundamental factors in Japan, such as
trasted with weakening economic ac{progress on bank reform, fiscal stimu-
tivity abroad, especially in Japan. Occalus, and the widening trade surplus may
sionally, however, the positive influencehave helped boost the yen against the
of the strong economy was counterediollar, market commentary at the time
by worries about growing U.S. externalfocused on reports that some interna-
deficits. From August through Octobertional investors were buying large
in the aftermath of the Russian financiabmounts of yen. These large purchases
meltdown, concerns that increased diffireportedly were needed to unwind posi-
culties in Latin America might affect tions in which investors had used yen
the U.S. economy disproportionately, asoans to finance a variety of specula-
well as expectations of lower U.S. inter-tive investments. On balance, the dollar
est rates, weighed on the dollar’s valuedepreciated almost 10 percent against
and it fell sharply. The broad index ofthe yen in 1998, reversing most of its
the dollar's exchange value eased a bitet gain over 1997.
further during the fourth quarter of the Japanese economic activity con-
yeatr. tracted in 1998, as the country remained
Against the currencies of the majorin its most protracted recession of the
foreign industrial countries, the dollarpostwar era. Business and residential
declined 2 percent in nominal terms oveinvestment plunged, and private con-
1998, on balance, reversing some of itsumption stagnated, more than offset-
10 percent appreciation over the preceding positive contributions from govern-
ing year. Among these currencies, the
dollqr’s value fluctuated most widely ;g Exchange Rate with Japan
against the Japanese yen. The dollar rose Yen per dollar
against the yen during the first half of
the year as a result of concerns about th
effects of the Asian crisis on the already- 140
weak Japanese economy and furthe
signs of deepening recession and pel
sistent banking system problems in tha
country. It reached a level of almost
147 yen per dollar in mid-June, prompt- 100
ing coordinated intervention by U.S. and
Japanese authorities in foreign exchang \ \ \ \
markets that helped to contain further 1994 1995 1996 1997 1998
downward pressure on the yen. The dol- Nore. The data are monthly.
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ment spending and net exports. Core Between December 1997 and Decem-
consumer prices declined slightly, whileber 1998, the average value of the dollar
wholesale prices fell almost¥4 per- changed little against the British pound
cent. In April, the Japanese governmenbut rose 8 percent against the Canadian
announced a large fiscal stimulus packdollar. Weakness in primary commaodity
age. During the final two months of theprices, including oil, likely depressed
year, the government announced anothé¢he value of the Canadian dollar. The
set of fiscal measures slated for impleBank of Canada raised official rates in
mentation during 1999, which includedJanuary 1998 and again in August, in
permanent personal and corporateesponse to currency market pressures.
income tax cuts, incentives for invest-The Bank of England raised official rates
ment, and further increases in publidn June 1998 to counter inflation pres-
expenditures. sures. Tighter monetary conditions in
Against the German mark, the dollarboth countries, as well as a decline in
depreciated about 6 percent, on net, overet exports associated with global diffi-
1998. Late in the year the dollar movedculties, contributed to a slowing of out-
up against the mark, as evidence of @ut growth in the second half of the
slowdown of European growth raisedyear. The deceleration was sharper in
expectations of easier monetary condithe United Kingdom than in Canada.
tions in Europe. In the event, monetaryU.K. inflation eased slightly to near its
policy was eased sooner than marketrget rate, while Canadian inflation
participants had expected, with a coordiremained near the bottom of its target
nated European interest rate cut comingange. In response to weaker economic
in early December. activity as well as to the expected effects
A major event at the turn of the yearof the global financial turmoil, both the
was the birth of the euro, which markedBank of Canada and the Bank of
the beginning of Stage Three of Euro-England lowered official interest rates in
pean Economic and Monetary Unionthe latter part of the year.
(EMU). On December 31, the rates lock- The general trend toward easier
ing the euro with the eleven legacymonetary conditions was reflected in
currencies were determined; based odeclines in short-term interest rates in
these rates, the value of the euro at thalmost all the G-10 countries during
moment of its creation was $1.16675. 1998. Interest rates in the euro area con-
In the eleven European countriesverged to relatively low German levels
whose currencies were fixed against tha anticipation of the launch of the third
euro, output growth slowed moderatelystage of EMU. Yields on ten-year gov-
over the course of 1998, as net exporternment bonds in the major foreign
weakened and business sentiment worsdustrial countries declined signifi-
ened. Unemployment rates came downantly over the course of the year, as
slightly, but on average these rategconomic activity slowed, inflation con-
remained in the double-digit range. Continued to moderate, and investors sought
sumer price inflation continued to slow,safer assets. Between December 1997
helped by lower oil prices. In December,and December 1998, ten-year interest
the harmonized CPI for the eleven counrates fell 180 basis points in the United
tries stood¥s percent above its year- Kingdom and 150 basis points in
earlier level, meeting the EuropeanGermany. The ten-year rate fell only
Central Bank’s primary objective of 30 basis points in Japan, on balance,
inflation below 2 percent. declining about 90 basis points over the
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first ten months of the year but backingU.S. and Foreign Interest Rates

up in November and December, at least Percent
in part because of market participants Three-month

concerns that the demand for bond German/euro-area interbank

would be insufficient to meet the surge
in debt issuance associated with th
latest fiscal stimulus package.

Share prices on European stock ex
changes again posted strong advanct
in 1998, with price indexes rising 8 per- | | \
cent in the United Kingdom, about S
15 percent in Germany, nearly 29 per: United States
cent in France, and 41 percent in Italy

8
In contrast, Japanese equity prices fe \‘
more than 9 percent over the year, an Gelmany
Canadian share prices declined 4 pei 4

U.S. large CD

Japanese CD

cent. After a considerable run-up earliel Japan
in the year, share prices around the glob | | | | | |
fell sharply in late summer, but they 1992 1994 1996 1998

subsequently rebounded as the Federakore. The data are monthly.
Reserve and several other central banks

eased monetary policy. System did not realize any gains or
' _ losses.
Foreign Exchange Operations On November 17, the FOMC voted

On June 17, the U.S. monetary authoridnanimously to reauthorize Federal

ties intervened in foreign exchange marXeserve participation in the North

kets, selling a total of $833 million American  Framework ~Agreement

for Japanese yen. The sales were spﬁ[\‘AFA.)' established in 1994, and in the
evenly between the Federal Reservgssomated bilateral reciprocal currency
System and the U.S. Treasury. No othe wap arrangements with the Bank of
foreign exchange intervention opera- anade;) an;j ;‘Ee ganktof Msﬁ]co.TOn
tions for the accounts of the System o ecem t?\r ! de ecre ?ryfoth eT rea-
the Treasury were conducted during théury, authorized renewarl of the frea-
year. Reported net sales of dollars byUrY'S Participation in the NAFA and of
major central banks were $29 billion int'€ associated Exchange Stabilization
1998, versus $10 billion in 1997. Agreement with MeX|co._Other bilateral
At the end of the year, the FederaSWap arrangements with the Federal

Reserve held the equivalent of $19,76gt¢Serve—those with the Bank for Inter-
million. valued at current exchange”at'onal Settlements, the Bank of Japan,

rates, in marks and yenWith the dol- and many European central banks—

lar's depreciation versus both currencied/¢'¢ allowed to lapse in light of their

in 1998, the cumulative gains on Systen’?”s'use over the past fifteen years "j.md in
foreign currency holdings increaseaIhe presence of ot_her weI_I-establlshed
$1.870 million. to $2.228 million arrangements for international mone-

Absent sales of foreign currencies, th ary cooperation. The swap arrangement

' etween the Treasury’s Exchange Stabi-

3. At the beginning of 1999, the System’s hold-lization Fund and the German Bundes-
ings of marks were converted to euros. bank was also allowed to lapse. .
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